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uncertainty strikes with particular force when leasing largely immobile, long-
lived network assets with fixed coats.

Finally, Dr. Avera demonstrated how the component costs of Dr. Collins’
proposed cost of capita) are ipaccurate and contrary to SWET'a actual experience

in che industry.
S. Blizabeth A. Bam

In her direct testimony in FUD 97-213, SWBT witness Rlizabeth A. Hau
testified that she is Executive Director-Interconnaction and Resale Technical
Implemantation for SWET. In her testimony, she described how SWBT complies with
the Telecommunications ASt of 1996 and the requirements esrabliphed by this
Commission and the FCC for providing competitive local exchange carriers
(“CLECs*) with non-discriminatory access to its Operationa Support System (*0S§”)
functions. She also discussed the 058 functionas that SWBT makes available to
CLECs for pre-cordering, ordering, provisioning, mainctenance and repair, and

billing.

SWBT has made a number of electronic interfaces available to CLECs. These
interfaces enable CLECs to provide services to their end user customers that are
comparable to the service levels provided by SWET to its own end user customers.
SWBT has performed all the functions necessary in order to make slectronic
interfaces “*operationally ready®” for CLECs, and they have been ready to use since

January 1, 1897.

SWAT has fulfilled its obligation to previde non-discriminavory 055 access
to all CLECs. Across all functions, SWBT provides CLECs with a variety of
proprietary interfaces and/or with application-to-application interfaces based
upon industry standards (where available) that allow the CLECs to build their own
customer user software.

The two rate elements for a CLEC to access SWBT's 0SS interfaces are the
following moenthly charges:

. Remote Access Facility (“RAF*") rate element--The RAF bas Leen
created to provide CLECa with a point-of-entry for gaining
access to its 035 functiona. This rate element is based upon

- costs for equipment, facilities, operaticns personnel, and the
security firewall required to ensure CLEC access to the
interfaces. It is a monthly charge per port, for either *Dial
Up” or a "Direct Connection.” CLECs are required to provide
their own facility (private line or dial up) for accass to the

RAF.

. System Access rate element--The System Access rate element
consists of application and security support, as well as full-
time (24 hours a day/7 days a week) Help Desk coverage to
assist CLECs with electronic interfaca issues that arise.
This monthly charge applies on a per state basisg.

The following [unctions are supported by multiple interfaces which are
available to the CLECs:
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. Pre-ordering involves the exchange of information batween SWBT
and a CLEC about a current or potential customer during
negotiations for service. For example, pre-ordering
capabilities include, address verification, customer sexrvice
records and telephone number assignment. In the absence of
national guidelines, SWBT provides CLECs with a choice of
interfaces for access to its 088 pre-ordering capabilities,
These choices include RASE, Datagate, and Verigate.

. Ordering involvea the actual transmittal of the =mervice
request from the CLEC to SWBT. Provisioning involves the
exchange of information where the CLEC can obtain order
confirmaction data, wservice order ctatus, and service order
campletion information. &WBT provides CLECs of all sizes with
a choice of campany-appropriate interfaces for access te its
08s ordering and provisioning capabilities. SWBT will
continue to work with CLECs on develcopment of interfaces that
operate uaing industry quidelines. While pational guidelines
have yet to be fully developed for ordering and provisioning,
SWBT has been proactive in incorporating the completad
Ordering and Billing Forum/ Telecommunications Interface Forum
(*0OBF/TIF") national guidelines into its electronic interface.
Thege interfacee include EASE, LEX and EDI.

. Maintenance and repair involves the exchange of information
which gives CLECs the capability to request repair of resold
servicea and unbundled network elements and to check on the
status of these repairs. CLECs have several coptions available
to them for reporting trouble and for requesting maintenance
and/or repairs, included are Toclbar/Trouble Administration

and electronic Bonding.

. Billing involves the exchange of information necesaary for
CLECS to bill their customers, to process the end user's
claims and adjustments, and to view SWBT's bill for services
provided to the CLEC. These CLECs are provided with a choice
of options for obtaining electronic access to billing
information, such as Bill Plus, EDI, EMR and Toolbar/Bill

Informaticn.

SWBT receives and processes service requests for resold services of large
business customers and certain complex serving arrangements. However, electronic
means to perform these functions are not available. These situations require
extensive manual coordination on the part of SWBT service representatives, even
when handling service requests for SWBT‘s own customers. Where these large
business customers or complex service arrangements are involved, CLECs will need
te contact the local service center to process their service requests.

In her rebuttal testimony in PUD 97-213 and 97-442, Ms. Ham presented
SWBT's position regarding Operational Support System (0OSS) issues that were
raised by ATET. She explained the 0SS operaticnal issued and the current
processes which will best support provisioning for UNES.

-24.
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AT4T‘s Mr. Segura led one to believe that the provipsioning process for UNEs
iz as easy as *Plain 0ld Telephone Service* (POTS). He implied that by not using
POTS (as he refers to it), SWBT is not using up-to-date, efficient 0585 for CLEC
ordera and provisioning. This is incorrect. Mas. Ham explained in detail the 083
systems available for these functions. In deoing so, she demonstrated how POTS-
associated 0SS simply is not chpable or suitable to perform UNE ordering and

provipioning. :

ATE&T sought to exclude from OCC coast studies almost all manual processing
for CLEC orders and provisioning of UNSBs. On the theory that the error or fall-
out rate from the mechanized systema ja only about 2%, AT&T proposed that a 98%
“flow-through* rate be used. Costs of 0SS should thus presume that 98% of orders
ares mechanized, according to AT&T.

Ms. Ham demonstrated how AT&T ie incorrect. For each order that falls out,
manual intervention by SWBT is required to correct the error or perform the edit.
The cost for this manual process is higher. Under SWBT's intermal EASE? system,
CLEC service representatives ordering resold services exparience a fall-out rate
of up to 50%. As this experience demonstrates, SWBT's fall-out rate for
processing retail residential service usaing EASE (about 1%) cannot be
automatically applied to CLEC service representatives. That low rate certainly
cannot be applied to the vastly different systems needed for ordering and
provisioning UNEs (the EDI and LEX systems described below) .

Currently, all UNE orders received from the CLECS (whether by EDI, LEX,
facsimile or mail) are manually input by SWBT service representatives. SWBT
expects that its editing processes will improve, but those improvemants will not
completely eliminate the processing time reguired by SWET representatives.

Some UNE and complex resold services will not and may never be available
for mechanized EDI or LEX ipput due to the complexity and customization required.
This would be no different than what SWBT currently experiencea with its own
complex retail services. With time and experience, SWBT expects that CLEC
representatives will improve ordering results, but that they will not achieve in
the foreseeable future the 98% flow-through rate hypothesized by ATKT.

AT&T suggests changea to SWBT's 0SS asystem to accommodate the special
billing requests of AT&T. Furthermore, AT&T would have SWBT incur additional
costT to modify 0SS in order to perform for AT&T what SWBT does not perform for
its own customers or for IXCs. These suggestions are contrary to the provisions
of the Interconnection Agreement between AT&T and SWBT, as well as the related
findings by this Commission.

Ma. Ham explained in detail each of the electronic interfaces that have
bean made available to CLECs for pre-order, ordering, provisioning, maintenance
and repair, and billing, all in compliance with the AT4T arbitration decision.
She detailed the function of each 0SS interface,

° EASE is an on-line system that was developed as a service order
negotiation tool for SWBT's own retail service representatives, and is currently
used by SWBT for hoth residence and business customers.
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Ms. Ham also described in detail the EDI and LEX systemg. SWBT'S EDI
gateway provides an electronie interface which conforms to national guidelines.
It is now available to CLECS for testing with SWBT the ordering and provisioning
of both resold services and unbundled network elements. This capability enables
€ach CLEC to submit electronically its ‘local service reguests to SWBT, and to
receive acknowledgments, confirmations and completion status utilizing its own
interface. LEX is a graphical user interface developed by SWBT for aperaticn on
Windows and is based an national guidelines. It will allow CLECs electronically
to create and tranmmit local service requests to SWBT, to receive acknowledgments
and notification of error details from SWBT, and to track firm order
confirmationa and service order completion status. LEX is an option for CLECa
that wish to utilize national guidelines ordering formats but do not have or wish
to establish kDI capability.

Summary of Cross-Examination of Elizabeth A, Ham

M8, Ham of SWBT testified concerning the acceas to SWBT's Operational
8upport Eyetems (*0S$*) that will be provided to reguesting CLECs. Ms. Ham
agreed that SWBT has an obligation to provide non-discriminatory acceas to the
functions that are provided over ita- operational support systems €0 any
requesting the CLEC. Por raesidential service, SWET utilizes a syotem known as
Consumer EASE to provision service through its operational support systems. To
provision resold services, a requesting CLEC will be provided with access to SWBT
Consumer EASE gystem. Providing CLEC's with access to SWBT‘a EASE system permits
the CLEC to obtain and input information to proviaion service orders in the scame
manner that SWBT obtains information and inputs information to proviaion a
service order through SWBT's 0SS system, A representative within Southwestern
Bell who is trained and experienced using the Consumer EASE product can achieve
a 99% flow through. SWBT achieves 99% flow through or 1% fall out for the orders
it processes through Consumer EASE., Pall out refers to orders that do not flow
through and which require some manual work on the part of the service orxder
representative in order to provision the service. Where a service order flows
through, there was no manual work required in the order process.

With respect to ordering unbundled network elements, Ms, Ham acknowledged
that Southwestern Bell must provide a requesting CLEC with non-discriminatory
access to SWBT's 0SS system in order to permit the requesting CLRC to pre-order,
order, provision, bill and maintain UNEs in the same manner which SWBT provisions
such” orders for itself. Ms. Ham agreed that it is much more efficieat for
Southwestern Bell and the reguesting CLEC to process orders electronically as
apposed to manually., Southwestern Bell is working towards providing mechanized
tlow through for the pre-ordering, ordering, provieiering, billing and

maintaining of UNEs.

SWBT offers access to the 038 syatems for UNE orders using either EDI or
LEX. A requesting CLEC pan arder a loop with port combination through either
LEX or EDI. An ATiAT service order representative who has access to SWBT'S EASE
system can activate features of the switch electronically. In that situation,
the order for feature activation will flow through electronically and activate
the feature at the switch with no manual work required of Southwestern Bell to
provision that order.
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§. Randall Vest

In his rebuttal testimony in PUD 97-213 and 97-442, SWBT witsess Randall
Vest testified that he ia employed by SBC Technology Resources, Inc., tha

" research and development subsidiary of SBC. He is supervisor of a group of

computing experts who provida expertise to all of SBC operations. The purpose
of his rebuttal testimony was to describe the role and statua of the Operational
Support Systems (088) of SWBT. He apecifically responded to the testimony of
AT&T’s Mr. Segura concerning 08S.

Mr. Segura described a provisioning process flow as he assumes it to exist
within the Regional Bell Operating Companies. He erronecusly applied these
Assumptions to SWBT, and further suggested chanqes to improve efficiencies. His
imagined process flow, combined with his suggested *improvements,” arc integral
to his cost analysia.

Mr. Segqura’‘s testimony about SKBT's processes ia based on false
aspumptions. Afte® divestiture, each of the regional operating companies
proceeded with many different initiatives to provide their operatiomal processes.
Even though there are some common legacy systems jnvolved, the gystems in each
company are quite different. Mr. Segura‘s assumptions that SWBT follows his
presumed RBOC model are saimply wrong.

Mr. Vest described the provisioning process as it exists at SWBT. Ee also
explained why orders caonot always be totally automated, even with the
development of new automated syatems. Errors or ®fallout” can occur between
systems at each of the many steps involved in a provisioning process. When this
occurg, manual processing is required.

Two of the main contributing factors to errors in this environment are
changes and complexity of aservice. When a customer calls to change a due date,
to change a feature, to revise billing information or for any number of other
reasons, the service order must be updated and reprocessed. This creates moxe
opportunities for error with the original request. PFurthermore, the more complex
the assignment and the more services on the order, the more opportunities for
errors exist. When errors occur, the order cannot be handled on a fully
automated basis, contrary to assumptions at the foundation of AT&T's poseition.

= Summary of Cross-Examination of Randall Vest

Mr. Veat testified about three advanced 0SS pystema that ATET did not model
in its non-recurring cost studies: SWITCH, FIRST and Mechapized Circuit
Provisioning. SWITCH replaced and improved upon COSMOS. FIRST corrects
significant service order fall out without manual intervention. Mechanized
Circuit Provisioning eliminates manual aasignment for services in TIRKS.
Accordingly, AT&T's non-recurring model is conservative in light of these

advanced 0SS systems used by SWBT.

7. Paul L. Cooper

In his Qirect testimony in PUD 97-213, SWBT witness Paul L. Cooper
testified that he is Division Manager of Separations and Settlements for SWBT.
In his testimony, MY. Cooper testified concerning SWBT'S actual oY booked costs
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for the provision of telecommunications service in Oklahoma. These costs should
be used as a comparison tool in order to evaluate the reasonablecness of SWBT's
forward-looking, incremental cost studies used in this proceeding to determine
ONE prices.

The Commission should adopt SWBT's proposed unbundled network element

. prices in this proceeding which will, in the aggregate, approximate the recovery

= of SWBT's actual book costs. The Commission may and should consider

' {particularly after the recent Eighth Circuit U.S. Court of Appeals decisions)

the booked costs in the overall development of prices for interconnection to

ensure that incumbent LEC customers do not subsidize the market entry of
competitive carriers.

SWBT providea the facilitiep necessary to deploy local exchange service to

. any customer who requests it within SWBT'/s gervice territory and within time and
Nt service standards specified by the Commigsion, This is often called the “Carrier
of Last Resort” obligation. The Telecommunications Act of 1996, a= wvel)l as the

PCC's Interconnection Order, require SWBT to make ita existing network avajilable

to new competitive telecommunications providers. It is this universally
available petwork that will be unbundled and provided to local service providers

(LSPs) .

SWBT has devoted substantial resources in reaching and maintaining its goal
of universally available facilities and service. In Oklahoma, SWBT already has
invested over $368 million in net plant to support a ubiguitous, local exchange
network and to support the necessary infrastructure for providing facilities and

service to Oklahoma customers.

— The SWBT costs Mr. Cooper precented do not represent the forward-looking

incramental cost and pricing approach described by the PCC in ita Interconnection
i Order. Inatead, the costs presented reflect SWRT's booked operating costs, which
? are fundamental in providing universally available service at affordable rates

! in Oklahoma.

The actual book costs as set forth on the supplemental filing of Exhibit

2 of Mr. Cooper's testimony are $26.92 per month for loop, $.006694 per minute

for local switching and $.004970 per minute for local transport. By setting

prices for network functions which recover these actual costs, the Commission

’ willTallow SWBT to recover the costs actually devoted to providing service and

| to maintain a portion of the revenues reguired to maintain a universally

o available network. The actual book costs of facilities providing service should

be used in the Commission’e evaluation of UNE pricing in this proceeding to
ensure that those prices do, in the aggregate, recover SWBT's actual costs.

In his rebuttal testimony in PUD 97-213 and 97-442, Mr. Cooper rebutted the

. testimony of Robert Flappan concerning universal gervice issues. Mr. Cooper
! agreed with Mr. Flappan‘'s observation that affordable SWAT prices for basic local
‘ exchange service in Oklahoma have been supported by revenues generated by other
N SWBT services such as intrastate access and vertical gervices. Hawever, Mr.
Cooper pointed out that, contrary to Mr, Flappan's opinion, SWBT UNE rates do not

have any hidden universal service support built into them. SWBT's rates simply
recover the forward-looking cost of the UNEs without providing additiconal revenue
to suppeort basic universal service. AT&T's proposed rates for SWBT are below

L8
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cost and consequently would require a subsidy from other SWET services to support
the rate to be charged to AT&T. 1To provide this subsidy to AT&T, SWBT local
exchange rates in Oklahoma would have to be raised by an average of approximately
$10 per line per month. The total annual subsidy flowing from SWBT's customers
to AT&T would be approximately $130 million.

8. Jane B, Rnox
e

In her direct testimony in PUD 97-213 and 97-442, SWBT witnass Jane K. Knox
testified that she ig Director-Accounting for SWAT. She adopted the direct
testimony previocusly filed in PUD 9$7-213 by John P. Lube, who was Director of
Capital Recovery for SWBT through August, 1997. Nr. Lube was subseguently
transferred to another position outside of AWAT and was no langer available to
testify. In PUD 97-442, she adopted the complete testimony of Matthew DeRouen,

Jr.

In her testimony in both cases, MB. Knox explained wby SWBT's economic
depreciation parameters should be used to set prices for interconnaction and
unbundled network elements. Ms. Knox addressed the depreciation parameters and
generic formilas used to calculate depreciation rates and expenses, explained the
impact of depreciation expenses on prices, explained depreciation expenses as a
legitimate recoverable cost, and explaiped the relevance of murvivor curves to
depreciation costs.

Ms. Knox also adopted testimony that described SWBT's use of economic
depreciatian parameters in its forward looking, long-run incremental cosxt studies
{the =cost studies”). She identified and defined the economic parameters,
-'_\-v/ explained their development, differentiated economic from prescribed asset lives,
and compared them against competitors’ asget lives. Ma. Knox explained why
SWBT's proposed depreciation lives and net salvage values are reasonabla,
consiatent with ite finanelal reporting as required by the SEC and under GRAP,
and are consistent with the economic depreciation used by SWBT's competitors.

PEPRECIATION PARAMETERS

Depreciation parameters are the asset lives and net salvage percantages
used to calculate depreciation rates. 1In making this calculation, SWBT used
? total asset livea, along with net salvage percentages. RA total asset life is an
aveifge total life of the particular asset in question. Nevertheleas, experience
teaches that individual items of a particular type of asset do not live (i.a.,
survivel for exactly the same amount of time into the future. To account for
this experience, SWEBT applied survivor curves in the process of developing cost
study facteors for depreciation. Survivor curves are long-recognized and industry
standard. They identify the amount of a particular type of plant that is
expected to be surviving at any particular age. Applying these curves to ths
caleculation of cost study factors assures that all plaot will be fully
; depreciated over its useful life, even though separate items of the same type of
! plant may survive to varying ages. A depreciation rate for a particular asset
j generally is calculated according to the following generic formula:

100% - Net Salvage %
Depreciaticn Rate = Asser Life
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DEPRECIATION EXPENSE

Depreciation expense is one of the costs that must be directly recavered
vhen setting prices. It also has a lowering effect on prices. Because net
investment is total investment less accumulated depreciation, it follows that
depreciation lowers net investment, thereby lowering both the return dollars and
o the associated income taxes on those return dollars, Therefora, the lowering of
~— the costs related to return on investment, and the income taxes oa that return,
are additional components having a lowering effect on the total cost to be
recovered in prices. Depreciation expense is calculated using the following
formula:

—

Depreciation Expange = Depreciation Rate x Plant Investmant

L ECONGMIC LIVES

The economic life of an asset is the amount of time over which the asset
hag economic value or usefulness. These are the lives that should be used to set
SWBT's interconnection and UNE prices. To calculate the economic lives aused in
SWBT's cost studies, several factors are considered: the trend of past equipment
turmover data, insights of its network experts, and industry foracasts of future
turnover rateg. These lives are considered total lives. Economic depreciation
expense calculated in forward looking, long run incremantal cost studies muat he
bagced on the total life of plant (i.e., plant is presumed to be new, with its
full life left to be lived).

] The depreciation expense calculated for financial reporting is also

~— economic depreciation. However, it is based on SWBT's embedded plant, which hag
already lived part ot its life (i.e., it is already partly depreciated). In that
cage, SWBT depreciates the not-yet-depreciated amount of its embedded plant over
the remaining economic life of that plant for financial reporting.

PRESCRIBED LIVES

| Asset lives prescribed for SWBT by regulators should not be used to set
SWBT's intercopnection and UNE prices. Prescribed lives are not economic. They
are unrealistically long. They extend past the economic life of the asset’'s
techmology in a competitive environment. The use of these lives in SWET's cost
studies would cause both initial depreciation costs and initial interconmnection
L and UNE prices to be too low. Even if the prescribed lives began to drop rapidly
in the future, future cost studies would include significantly higher °
depreciation costs and would yield artificially higher prices, in order to catch-
up the previous understatement of depreciation costs.

! Preascribed lives are based heavily on retirement of asgets. An asset is

, retired when it is physically removed, abandoned, sold, destroyed, or otherwise

l i withdrawn from gervice. However, retirementsa generally are a very poor indicator

NS of the decline in economic value of assete because retiremeats tend to be
concentrated in a relatively short period of time toward the end of the
technology's life span. Retirements are not able to track the gradual loss in
value for the major network technologies.
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Regulators have been motivated to prescribe depreciation lives for assets
that are too long because doing so has kept SWBT's regulated prices lower than
they otherwise would have been, This practice has promcted umiversal service,
In a competitive market, the recovery of SWBET'e assets may not be possible if it
is delayed by the use of unrealistically long depreciation lives. This new
marketplace is unlikely to sustain prices that cover not only the legitimate
depreciation cost of current techmology, but also the pignificant cost of
catching-up the past under-depreciation for dying (or dead) technoclogies.

BENCHMARKING ECONOMIC LIVES

The most appropriate benchmark for SWBT's propased economic depreciation -

lives jia ite efficient coapetitors in the local exchange market, such as ATET,
Because GRAP reguires it to do go, ATET ubses economic lives for the extermal
tinancial vredporting of the depreciation of ita asastsa. ATLT'S external
depreviation lives are consistent with those prescribed for it by the FCC in its
last depreciation rate represcription. ATT petitioned the FCC to be able to use
financial depreciation for regulated purposes, and the FCC allowed ATE&T broad
latitude to regquest those financial lives in its last represcription. The
economi¢ lives proposed by SWBT in this proceeding are consistent with those
authorized by the PCC for AT&T’'s assets. Eince AT&T will compete with SWBT in
the local exchange market, it ia logical and appropriate that SWBT's economic
lives would not significantly differ from thcse of AT&T.

Purthermore, the ranges of asset lives used by the cable television (CATV)
industry, and adopted by the FCC for that industry, generally are consistent with
SWBT's proposed economic lives for similar assets.

NET SALVAGE FOR PORWARD LOOKING INVESTMENT

Net salvage is the gross salvage less tha cost to remove or abandom the
asset. On the average, cost of removal exceeds gross salvage, resulting in
negative net salvage (i.e., which is a cost). Therefore, net salvage ia an
inevitable and legitimate additional cost of doing businesa. The Commission and
the FCC both have specified the inclusion of net salvage in the depreciation of
SWBT's network. Therefore, net gpalvage should ba included in SWBT's prices for
interconnection and UNEs since it is a legitimate part of the forward leoking
long run cost attributable to the plant identified in SWBT's cost studies.

In her rebuttal testimony in PUD 97-213 and 97-442, Ms. Knox testified to
discuss and rebut isgues raised in the testimony of AT4T’'s witness, Richard Lee,
and in the teatimony of Liberty witness, Robert-C. Stright.

No one disagreed that economic lives are the proper lives to use for
purposes of Section 252 of the Telecommunications Act. The issue really vas
whether the PCC preacribed lives are true economic lives. Mr. Lee erronecusly
contended that they are economic lives and that they should be used hexe. Mr.
Stright used differeat lives for some accounts, agreeing with SWBT in that
respect, but reverts to FCC prescribed lives for others.

The FCC prescribed lives used by Mr. Lee and Mr. Stright are not economic

lives. The FCC has never issued any order which determined that its prescribed
lives are economic lives. On the contrary, the FCC prescribed projection lives
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will not yield economic depreciation or forward locking capital recovery because
the FCC‘s range of projection lives arose from a traditional regulatory
atmosphere which focused on protecting the ratepayer and which did oot find
economic depreciation appropriate.

Beginning in 1993, the FCC set the ranges for the prescribed lives that Mr.
Lesa and Mr. Stright present here. At that time, the FCC recognized that an
anticipated increase in competition and rapid changes in technology and services
would lead to a re-evaluation of its depreciation process and ranges. That
review has never occurred. Meanwhile, several changes have happened that render
the FCC's prescribed rate-of-return lives inapplicable to the present
competitive wmarket. Thoae changeas include: (1) the enactment of the
Telecommnications Act of 1996; (2) the FCC’a Interconnecticn Order in Docket No.
96-98 regarding the implementation of local competition and the estaplishmenc of
forward looking costs; (3) the FCC's elimination of the price cap sharing option
for price cap LECs, which now eliminatea the purpose for the companion race-of-
return style determination of depreciation cost; and (4) the development of
competitive pressures in LEC gpecial access services {(dedicated transport between
customey premigas). All of these changes have significantly altersd the
¢ircumstances under which the FCC established projection lives begipning in 1993.
Those lives cannot now be considered as forward-looking im the present

environment, as even the FCC has recognized.

The use of the FCC prescribed projection lives would violate Section 252
of the 1996 Telecommunications Act. That section requires that intercomnection
and network element charges *shall be based on the cost (determined without
reference to & rate of return or other rate based proceeding) of providing the
interconnection or network element.* The PCC's preacribed lives are established
with reference to rate-of-return type proceedings and will not yield depreciation
costs as required by Section 252.

The increase in depreciation reserve levels for LECs are not evidence of
forward looking depreciation practices implemented by the FOC as Mr. Lee
suggested. To the contrary, the changes were due to amortization of the huge
reserves that existed because of the FCC‘'s past practices that caused the
underdepreciation of assets.

Ms. Xnox alsc rebutted the suggestion by Mr. Lee that the use of
depreciation lives consistent with those used in external financial reporting is
unreliable for purposes of this cost docket. Depreciation included im such
reporting is governed by Generally Accepted Accounting Principles (“GARAP*}. The
primary purpose of GAAP is to ensure that a company does not present a misleading
picture of its financial condition. Furthermore, the FCC has not disapproved the
use of such depreciation, contrary to Mr. Lee’s testimony.

Mr. Lee alao offered the erroncous view that *economic depreciation is a
perindic reduction in the book value of an aseet that makes the hook value equal
to its economic or market value.” Depreciation rates are not established to
reflect a net book value equal to market value. Should an asset increase or
decline in market value, its basis (the original cost recorded) does not change.
The original cost is still used to apply the depreciation rate. This is required
by the FCC rules as well as by GAAP. The depreciation process is gsimply not an
effort to determine the value of assets.
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In the same connection, Mr. Lee's comparison of replacement cost to book
values was invalid. The depreciation process is not an evaluation process. The
depreciated or net book value is not intended to reflect replacement value.

Mr. Lee’s comparison of the book value and the market valus of SBC‘s stock

waa illogical. Such a comparison does not shed any light on the proper

depreciation of assets.

Ms. Knot also took ipsue with Mr, Stright's position that SWBT hag provided
no information concerning technological uncertainty. She pointed to specific
information provided in this regard and concluded that these competitive

influences reinforce technology drivers and magnify the chsolescence of old .

technology. This will have a ghortening effect on asset lives.

Ma., Knox also took issue with Mr. Stright‘'s recommendation that survivor
curves should have a rectangular shape. By using a rectangular shaped curve, Mr.
Stright assumed that all plant is useful for exactly the same number of years.
This was simply not true, even in a forward looking network. It is inappropriate
to ignore the reality that all plant is not useful for the same pumber of years.
The survivor curves uged by SWBT take this into account. SWBT survivor_curves
ars more accurate becaude they acknowledge what has been the company’s actual
experience: not all plant is useful for the same number of years. Mr. Strighc’s
prepared curves are inaccurate because they ignore this fact.

Summary of Cross-Examination of Jane E. Knox

Ms. Knox testified about depreciation. The FCC prescribes “projection
lives” for certain assets in the telephone industry, and Oklahoma has adopted
these depreciation lives in other proceedings. A “projection life” is the life
of an asset if it was purchaged today, For example, the projection life SWBT
uses for digital switches ig 9.7 ysars, meaning that if SWBT bought the switch
new today, it would have to be replaced in 9.7 years.

An “average remaining life“ is the undepreciated life of an asaet that is
currently in place. In June of 1937, after the Pederal Telecommunications Act
of 1896, SWBT filed a document with the FCC asking that the FCC approve an
average remaining life of ite digital switches at 9.0 ysars.

—SWBT'Ss internal Infrastructure Deployment Guidelines, which serve as a
reference guide to SWBT's management, show that SWST's own forecasted and of
service life for yet to be purchased digital switches is 10 to 20 years.

SWBT had the opportunity in December of 1997 to petition the FCC for
shorter depreciation lives, but chose not to do so.

SWBT says their depreciation lives are *ecomomic lives” and are cans?stent
with GAAP. The FCC has rejected the use of GAAP in determining dﬂpreflit1°“
lives for telephone companies because GAAP is investor-focused and guided by

conservatism,

Ms. Knox agreed that projection lives that take into account retirement
patterns, company plans, current technological developments, and industry trends
are forward looking. The FCC gstated in 1987 and in 1995 that it takes these
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factors into account when determining projection lives for telephone companies.

Ms. Knox took the position that AT&T violated the FTA by proposing to use
the FCC prescribed depreciation livee. The PCC atated in the Firast Report and
Order, Pocket 96-%8, that the FCC depreciation lives are a reamonable starting
point for TELRIC calculations &nd that the LECs bear the burden of proving with

specificity that different depreciation rates should apply.
9, Dale E. Lehman

In his direct testimony in PUD 97-213, SWBT witness Dasle E. Lehman
testified that he was Benior Economist for SWBT and {8 currently Aassociate
Professor ot Economics ulL Fort Lewis College in Dursnga, Colorado. In his
testimony, Dr. Lehman demonstrated that according to this Commission’s rules, as
well as Sectiom 252(d) (1) of the Telecommunications Act of 1996, prices for
interconnection and unbundled network elements must be (1) based on cost, (2)
determined without reference to rate-based proceedings, (3) non-discriminatory,
and (4) just and reascnable. In addition, the prices may includa a reasonable
profit. He also discussed several general principles that should be applied in
this proceeding to comply with these standards. He demonstrated how SWBT's

proposed rates meet these standards.

SWBT's proposed rates begin with and are based on a determination of
forvard-loocking incremental costs, These are costa that the SWBT actually
expects to incur on a going forward basis, using forward-looking technology.
Past under-recovered ijinvestment is not included. SWBT cost studies keep
speculation to a minimuwn and rely instead on ac¢tual verifiable data to the
maximum extent pasaible. Because these costg represent the cost that the
incumbent actually expects to incur, prices based on thess costs provide the
right sigmals to potential competitors regarding whether, and in what form, to
consider entering the market.

The analysis did not end here. At least two adjustments are necessary if
forward looking incremental costs are to be converted into prices. Pirst, SWBT's
forward looking joint and common costs® need to be recovered. These are costs
that cannot be attributed to any single element or service., Common cogts are
unaffected by the mix of services that the company provides. An example of a
common cost is the cost of a railroad that is common to all the types of hoxcar

freifdnt that it carries.

Joint and common costs cannot be attributable to specific elemente or
services. In a competitive market, firms do not generally allocate their common
costs, but recover them where they can, primarily from thoss customers moObU
willing to pay them. For this reason, and in order to remain competitive, SWBT
believes that although the Commission should verify the level of common costs,
SWBT should have the discretion to recover these costs as market conditions
permit. Por example, if the Commission should allocate common costs to an
element that turns out to be least necessary for competitors, they will choose
not to purchase it and the costs will not be recovered. SWAT should have the
flexibility to recover these costs as market conditions permit.

In this proceeding, SWBT proposed a uniform allocation of common costs to
individual unbundled network elements {“UNEs*). At this time, there is little

-34.

P35



1172608 @9:51

\.-"

NO. 233

information about the market demand and supply conditions for UNEs. Arccordingly,
it is impossible to come up with an allocation formula that will mimic actual
market conditions. The uniform allocator is therefore proposed here. 1In the
futuze, as data on market demand and price elasticities for various UNEs are
collected, the uniform allocator will probably not be the preferred way to
Tecover common codts.

The second adjustment that ghould be made te the forward-looking
incremental costs to arrive at pricea involves embedded costs. Embedded costs
are average cogts based on the boock valua of investments and actual expenses
allocated to the particular element or service being provided. These are the
game as “actual costs.®

When forward looking incremental costs are lower than embsdded costs, then
pricing at forward looking incremental cost, even including joint and common
costs, will not provide a reasonable cpportunity to recover those embedded costs.
Failure to recover prudently incurred embedded casts will profoundly handicap the
company*s ability to raise capital and continue to invest in network
infrastructure. ¥No such adjustment is contained in SWBT's proposed UNB prices.

Pinally, as provided in the Act and the Commission rules, the Commission
should include a “reasonable profit” in the rates to be set here. This profit
should be commensurate with the unprecedented risk associated with the provisions
of UNEs. The risks are particularly high in the case of short-term wholesale
contracts for unbundled elements in a competitive market. Once SWBT loses
customers to competitors providing service over their own facilities, SWBT could
not redeploy a substantial portion of the vacated facilities and they would
become stranded. The cost would then hecome a burden for remaining customers of
SWBT or shareholders. The cost methodology should recognize the increased risk
associated with such conditions through shorter depreciation lives and & higher

cost of capital.

In his rebuttal testimony in POD 97-213 and 97-442, Dr. Lehman showed that
ATLT's definition of *forward loocking” and the "long run* are at odds with baoth
economic theory and sound regulatory policy. AT&T believes that forward looking,
long run costs raequize the Commission to estimate what SWET's cost might be as
opposed to what they are. If this approach were adopted, the development of
facilities-based competition in Oklahoma will be thwarted and SWBT's ability to
earn-a reasonable profit will be jeopardized.

The Meaning of Forward Looking, Long Run Incremental Coat

The “long run* in economic theory assumes that all inputs are variable.
Thus, inputs that cannot be varied in the short run can be varied in the long
run, and will be varied if lower cost will result. AT4T migapplies this concept
and builds into its definition of long run the expectation that existing
processes must be replaced. The error of AT&T's position is that it fails to
take into consideration the cost of replacement and fails to demcnstrate that the
new process will be more efficient than the one replaced.

AT&T's erroneous characterization of the “long run” changes its meaning
from "all inputs can be varied” to “all inputs mugt be varied” and then to “all
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inputs must be varied without including the transition cost.” This represents
an unachisvable cost standard.

Short run fixed inputs are to be varied if and anly if they will result in
lower costs, including tha costa of varying the inputs. As a result, a
theoretically more efficient procesa or piece of equipment will be adopted only
if the preaent value of the cost, jncluding the investment cost, is lower than
continuing to use an existing procese. ATKT overlooks these fundamental
principles. In an environment of continual technological progress, it is not
efficient to constantly replace existing technology as soon &8 a more efficient
madel becomes available.

For example, if you buy a personal computer today, it makes no sense to
replace it tomorrow, ag soon as @ more modern and less expensive altermative is
available. If you were forced to price PC services on the basis of the latest
technological advance at all points in time, then you would never invest in any
specific technology, aince it would acon be overpriced. Supposed you purchased
a $2,000 PC and a new chip later beccmes available one month from today that
reduces the PC cost to $1,500. It would make no sense to replace the machine you
just bought unless the operaticnal cost savings exceed the $1,500 purchase price
of the new machine. Most likely, it will be sufficient to continue to use the
$2,000 machine until a later date when the benefits of the new machine offset the

purchase cost.

Under ATAT's theories, the business in the example should price PC services
based on cozts of $1,500, even though actual costs of the equipment were $2,000.
This would be done without demanatrating that a move to the new computer would
result in greater efficiency and without considering the cost of replacing the

machine,

Basing costs on a hypothetical, perfectly efficient network will nat make
that network happen. In fact, it will impair SWBT's ability to invest in it and
undermine the incentive for AT&T and other CLECs to invest in it. The best means
to an advanced infrastructure is to let the market build it. This is
accomplished by prices that represent what it does cost to provide service, not
what it might cost to provide service.

Actual costs should be considered in connection with the estimates
presented in this cause. ATLT's estimates differ from SWBT'S by something ca the
order of 100%. If actual or historical costs are ignored, then these appear to
be equally plausible cost ecstimates. However, they are not. AT&T’s cost
assumptions imply & radical departure from actual experience. AT&T should bear
the burden of showing that these costs are in fact achievable, a burden ATLT has
not met. The Commission should reject AT&T's practice of engaging im a cost
estimation exercise which is incapable of validation. B8WBT’s cost studies offer
the comparison with imbedded cost ae a validation check.

Fill Factors

In its cost studies, SWBT used its actual utilization rates for various
facilities. Opposing witnesses for ATLAT et al. object to these rates, and argued
that higher utilization rates or *fill factors” should be used in the cost
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studies, They asserted that SwWBT includes too much Spare capacity for an
*efficient” network.

AT&T's position is based on speculation of what efficient network
deployment ia; this speculation is not supported by any evidence. A dynamic
network must account for customer migration, the need to place facilities in
advance of demand, the requirement to be ready and willing to serve (the “carrier
of laat resort” obligaticm), and the relative immobility of netwerk investments
which leads to *stranding” of some facilities in some locations. These are
realities of SWBT's network, not inefficiencies.

The "sppare capacity” of SWRT's network is apalogous to the inventory of a
retail store. Bach piece of inventory is evenrually depleted, but the overall
level of inventory tends to be relatively conastant. By maintaipning that
inventory, the stores is not being inefficient. Inventory costs are part of the
proper long run costs of a retail atore, just as SWBT’e actual f£ill isx a
determinant of EWAT’s long run network costs.

ATLT et al. viewed a single deployment with no customer wigraticn, so
demand “grows” into the installed capacity. This is a static illusion, analogous
to assuming that the retail store will experience a gradual elimipation cof its
inventory. Actual network utilization rates sigmificantly below capacity are in
fact part of the ongoing efficient cost of a dynamic natwork, just as the
maintenance of inventory by a retail store reflects efficiency, not ineffjciency.

Depreciation and Capital Costs

Dr. Lehman tock issue with the testimony of Mr. Lee and Dr. Collins to use
prescribed lives as economic lives for calculating depreciation. In a
competitive environment, depreciation rates must reflect the actual loas of
economic value that is associated with today’'s investments. With continual
technological progress, depreciation must mirror the fact that ipvestments today
must ba competitive with altermatives that are becoming cheapar over time. This
calls for significantly shorter depreciation lives than the prescribed livea

promoted by the CLECs.

An important feature of UNE transactions is that there is no long-term
purchase commitment by the CLECs. On the other hand, provision of UNEs requires
long=term investment by SWRT in relatively sunk facilities. These are very risky
conditions, with nco regulatory backstop to offset such rieks. Compevitive
markets generally require lang-terw purchase arrangements under these conditions.
or require an up-front premium as compensation for this risk. The CLECs offer
no long-term (or even short term) purchase commitment and rather than paying &
premium, ask for pricing that is below cocet. If the CLEC positions are accepted,
and UNE prices are established at half of actual SWBT costs as a result of
depreciation lives that are far too long, then facilities-based entry will be

slow indeed.

Switch Discounts

The vendor switch discounts proposed by ATAT as adjustments to switch costs
are erroneocus because they are based solely on replacement cost for the switch,
not a combination of replacement and growth jobs as used by SWBT. In dynamic
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terms, a network will have a combination of new switeh placements aod growth jobs
to existing switches. ATWT, in using replacement costs only, relies on the
artificial exercise of instantly rebuilding the network to aerve current demand.
This is a static exercise that does not replicate the cost that a dynamic network
must incur to provide gervice. AT&T also wants to hold SWBT's investments
constant while increasing the 'demand under ite proposed cost studies., Thia is
at odds with actual dynamie network conditions. ‘

Common Costs

In this gection of hia rebuttal, Dr. Lehman detailed a number of erroxas
committed by AT&T in arriving at an allocation of cowson costs. To emphasize the
vIrors, Dr. Dehman pointed out that ATAT’ A proposed common costa ave roughly half
of SWBT’s actual common costs, sBuggesting that SWRT's forward-loocking total
revenues should be equal to half of its actual costs, under AT&T'® inappropriace

methodelogy. :
Expense Factors

Dr. Lehman recounted a numbar of errors made by AT&T and others concerning
various adjustments to SWBT's expense factors. The most important error
committed by ATAT et al. was to misrepresent SWBT's expense Lactors as merely
restatements of SWBT's booked expenses. Becaugse SWBT used only the bouked
expense to investment expense relationships and then applied these relationships
to forward-looking investmeants, SWBT's proposed forward-looking expenses are
generally considerably below the actual booked expenses.

Non-Recurring Costs

ATE&T incorrectly ascerted that certain labor costs involved in non-
Tecurring activitiea duplicate those included under maintenance factors. ATAT
was incorrect. The non-recurring activities associated with UNE orders are new
activities; by definition they cannot duplicate ongoing maintenance activities.
ATLET's asserted double-zecovery of these costs can only resule if total non-
recurring activities remain conatapt in the future (and with competitive entry) -
a speculative assumption unsupported by any evidence.

ATAT also auggested that “start up costs” ghould be recovered in recurring
charges rather than non-recurring charges. The flaw in this argument is obvicus
when one considers that CLECs have no long-term obligation to coatinue to
purchase UNEs. A successful competitive business would not allow itself to incur
significant non-recurring costs while trying to recover them cn a recurring basis
where no long-term purchase commitment exists.

Recommendations to the sStaff

Dr. Lehman took issue with a number of contentions by witnesses for Liberty

Consulting. Liberty made some of the same conceptual errors as ATET. For
example:
. High £ill factors are based on speculation that f£ill levels will

dramatically increase in the future. This was at odds with SWBT's
actual experience.



1172806

. _/.,

99:51

Liberty witnesses assumed a static reconstruction of the network and
ignore the real dynamic cost of that network.

Liberty recommended the removal of alleged *double recovery® of
support asset costs. There is no evidence that such double recovery
could occur; it is speculation to assume that the level of nom-
recurring activities will not increase in a competitive market.

Liberty models for non-recurring costs assumed that all 0SS will be
mechanized. This is more ppeculation that runs counter to actual

experience. Furthermore, for SWBT to recover its costs, all CLECa -

uging 082, including all small CLRCa, would have to be fully
mechanized,

Liberty’'s building factor was based on the unsupported, speculative
assunption that fewer buildings will be required in the future,

Liberty assumed that SWBT would be able to command vendor awitch
discounts which are greater than those presently experienced, This
was speculative and contrary to the concerm that as local
competition increases, SWBT's purchasing power may decline.

Liberty assumed that demand would grow while cammon costs would not.
The effect of this is to lower UNE prices since these prices are
equal to a cost divided by quantity of output. If demand growth is
to be reflected, the additional investments required to service this
demand growth must also be included.

Liberty confusged the common cost allocator with common costs per
unit of output, as did ATAT. There was no downward trend in SWBT’'s
common costs as a percent of total attributable cost.

Liberty’'s position on inflation incorrectly assumed that SWBT's cost
studies do not account for productivity growth and that its
levelized inflation factors are incorrect.

Liberty adopted the FCC prescribed lives for use in depreciatiom,
even though established in a regulatory environment which is not
comparable to the competitive environment in which UNEs will be
offered. Liberty also failed to take into consideration that
shorter than average lives do not exactly offset longer than average
lives on a present value basis.

Liberty contended that non-UNEs should be priced the same as UNEs.
This position is fundamentally at odds with the Telecommunications

Act of 1996.

Summary of Cross-Examination of Dale Lehman

Dr. Lehman is a professor of Economics. He did not prepare any of the cost
studies submitted in this docket and cannot testify that the inputs that S5WBT has

included in cheir cost studies have been filed in this docket satisfy the
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Cklahoma LRIC costing standards. Similarly, Dr. Lehman could not testify thac
the inputs proposed by AT&T do not satisfy the Oklahoma LRIC costing standards.

Dr. Lehman did confirm that, in preparing a long run incremental cost
study, one should employ forward looking technology. A proper LRIC study should
use least cost and most efficient technology.

Pr. Lehman also testified that it is generally accepted that as a
monopolist transition to a competitive market quite oftem that manopolists will
achieve efficiency gains.

Dr. Lehman confirmed that if SWBT were going to replace a certain switch
with a more efficient switch, in performing a forward looking long run study onc
should capture the costa associated with the more efficient awitch as opposed to
the one that is being replaced.

Dr. Lehman acknowledged that it is generally accepted within the economics
field that a properly conducted LRIC study sets the price floor for that service
and the elements which comprise that service. Conversely, the price of that
service represents a LRIC ceiling for that service or combinatiom of elements
comprising that service; the LRIC must be below the retail rate level. Private
line and Centrex services are prices above the LRIC service price floor. For
those services, the LRIC is below the tariff level for privata lipe and for
Centrex services. For a private line, the LRIC is something less than the
tariffed rate.

Similarly, the LRIC for a Centrex service is less than the tariffed rate
for Centrex services. The atatewide average that SWBT is proposing is somewhere
between $24 and $28 for an 8db loop. DUr. Lehman confirmed that a private line
1s an 8db loop that is used for a particular application. In providing a Centrex
service, SWBT is providing some loop facilities and some switch or transmission
facilities from SWBT's central office to the customer’s location.

In a private line loop, the local channels used to provide a trangmission
path to connect customer premise ptation equipment. The tariffed rates for
private line loops range from $10.50 to $11., Therefore, Dx. Lehman conceded
that a properly conducted LRIC for a private line loop is something less than
$11._ The tariffed rates for Centrex services range but are generally less than
$11.28. Again, Dr. Lehman conceded that a properly conducted LRIC of providing
Centrex service is less than $11.28. ‘

Dr. Lehman confirmed that, in proceeding PLEXAR service, SWBT provides the
customer with loop, awitch and transmission facilitiea. Dr. Lebman confirmed
that the unrestricted PLEXAR rate ranging from $8.95 to $11.85 depending the
length of the contract. Dr. Lehman confirmed that with respect to a PLEXAR
service, a properly conducted LRIC for a loop, switch and tranaport is something

less than $11.8S.
10. W. Craig Conwell
In his direct testimony in PUD 97-213, SWBT witness W. Craig Conwell

testified that he is an outside telecommunications consultant. Mr. Conwell
presented testimony to evaluate the methods and models used by SWBT in its cost
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studies presented in this cause for unbundled network elements. Mr. Conwell
prepared a written description of the SWBT studies attached to his testimony as
Exhibit B, and it discussed SWEBT's costing approach and the important aspects of
the key cost studies - the local loop, end office awitching, transport and other
unbundled network elements.

The cost methods and models used by SWBT provided reascnable, accurate
costs for its unbundled network elements. The SWBT unbundled network element
cost studies are forward-looking, long run incremental cost studies that follow
the Total Element Long Run Incremental Cost (TELRIC) methodology set forth by the
FCC.

SWBT's studies are asimilar to those made by other major telephone
companies. They rely on network engineering models, which estimate the forward-
locking costs to construct plant and which estimate the resulting costs per unit
of capacity for loops, switching, transport and other network elements. The input
data in these *industry standard” models reflect existing wira centers, total
demand for plant capacity, and a prospective view of the evolution of the nmetwork
and its costs. Key input data include the mix of technologies and current
equipment prices. capital costs (i.e., depreciation, cost of money, - income
taxes) are based on another "industry standard,® the CAPCOST mwdel, which has

‘been used by the RBOCSs and AT&T asince the 13708. Key input data, such as service

lives, debt ratios and income taxes, are current values or forward-locking
es‘timates.

SWBT's cost methods and models are scund. They provide reasopable
estimates of forward-looking incremental costs of unbundlied network slement
costs. For example, SWBT's main plant investment modelg, which campute forward-
looking investments for loops. switching and transport, are reascnable models of
the costs to construct these facilities, SWBT's approach for calculating plant
investment is comnon among telecommunications companies, and SWBT's models
raasonably apply this approach.

In his direct testimony in PUD 97-442, Mr. Conwell adopted the testimony
of William B. Barfield, Jr. Mr. Conwall's testimony is almost identical to his
testimony filed in Cause No. PUD 97-213 with some minor exceptions.

In its cost studies, SWBT used a methodology that applies various factors
and Tabor rates to determine accurate estimates of the cost of providing specific
products and services. In his testimony, Mr. Conwell addressed why these factors
and labor rates are required to develop costs. He also explained how these
factors and labor rates are developed and how they are applied in the cost
studies SWBT precented here,

Factors and labor rates are the means by which SWBT was able to measure
certain copts expected to be incurred in the provision of products and services,
These factors and labor rates have been developed from SWBT's current financial
records, as verified and audited by internal and external sources. Their use is
an expedient and accurate method to prepare cost studies for SWBT's products and
sexrvices.

The costs SWBT currently incurs in the provision of products and services
are the best indication of what its costs will be in the future period of the

41-

ra2



;.‘\—/

112000 B38:51

ND. @33

contract with the Competitive Local Exchange Provider (CLEC). All of the factors
are developed from the current costs in SWBT's financial records categorized by
FCC Part 32 Accounts. These financial records are the bases for SWBT'Ss reports
to the SEC, the financial community, and various regulators. Im additiom, the
factora used in developing costs are the same as those develaped for SWRT
tariffed products or services.

The factors used by SWEBT in its cost studiec are as follaws:

. Cost tactora are applied to identify expenses (maintenanca,
for example) relating to specific investments. These factors
are expressed in terms of the costs SWBT will incur per dollar
of iuvestment (by specific account),

* Investment factors are applied to identify the addicional
investments over the vendor's purchase prica required to
install and house the eguipment needed for the provision of
SWBT's products or services. They include installation labor,
pales tax and building factors,

. Inflation factors are applied to properly match SWBT's
estimated cost with the time period for which those costs will
be applicable. An inflation factor trends past experience
into the foreseeable future. The costs so identified are
projected forward to the end of the CLEC contract periocd and
then levelized back to present values. The costs developed in
the SWEBT cost studies represent the efficient forward-looking
least ©cost technology based wupon current financial
information. However, costs will change over time. For
example, operating expenseg track closely to the overall
economy price indices, especially whean labox cos#ts are the
most significant expense and SWBT’s labor contract ties to the
CPI-¥ rate of inflation. Inflation factors recognize these

future costs.

These factors are stated in a *per dollar of cost® or a “per dollar of
investment” ratio. This ratio is easier to administax for the multiple elemants
at ismpue. Moreover, they automatically adjust when inputs change.

Cost factors are stated ag a ratio of costs to investments, but cost
factors are not simply a ratio of current expenses divided by bhooked investments.
To accurately apply these cost factors in SWBT's forward-looking cost studies,
whexre all plant is assumed to be new, the costs employed must all be current
costs. The cost of investment must ba the value that would be invested if all
assets were to be replaced today for providing service temorrow. To accomplish
this, investment accounts are brought forward to the current replacement cost
levels by technology. Forward-looking technology is assumed in each study.
Thus, SWBT adjusts the embedded nature of investment cost data. For example,
digital switching is assumed rather than the mix Of switch technology now in
place on the network. Likewisa, the appropriate forward-loocking use of fiber or
copper cCable is used, rather than the mix of cable now in place. This
restatement to forward-looking investment is accomplished by using the Current
Cost to Book Cost (CC/BC) ratio. The CC/BC ratio converts the gross book cost
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of all existing investments to the value that would be invested if all assats in
that account were to be replaced today for providing service tomorrow. The cost
factors are then calculated by dividing SWBT's current expenses by this restated
investment. '

An exarple of thia may be helpful. Suppose SWBT has current pole expenses
of $25 with qrose pole book investments of $50 and a Pole Qurrent Cost to Book
Cost (CC/BC) ratio of 2.0. SWBT's current expense to investment ratio would be
camputed as f£follows:

$0.50 (525 pole expenses / $50 booked pole inveatment)

Because it is based on bookad investment, thia factor does not reflect a
forward-looking maintenance factor, and thus could not' be properly used in
forward-looking etudies. To develop a forward-looking factor for poles, the
replacement cost of the pole investment is firat calculated:

$100 ($50 booked inveatment x 2.0 CC/BC)

Then SWBT would develop the forward-looking pole maintenance factor, as follows:
$0.25 (925 current expenses / $100 investment replacemant cost)

This example demonstrates how backed investwent is restated to be forward-
looking, so that the resulting maintenance cost factor can be used in EWBT's
forward-looking cost studies.

Labor rates represent the cost per hour of labor (by specific job
classification) required in the provision of products and services. Labor rates
are used when certain activities, such as non-recurring cost functiona, are
better identified by an analysia of the labor effort expended to complete
specific taske instead of the investment required.

In its cost studies, SWBT applied the applicable cost factore, investment
factors, inflavion factors and labor rates to the required forward-looking
investments or the current labor time necessary to provide a product or service
in question. All activities assoriated with products and servicea are currently
performed by SWBT employees. The labor rates can be applied to the estimated
times required to perform these new activities in order to estimate the

appropriate charges for SWBT's products and services.

In performing these studies, SWET also used the Capcost model to develop
depreciation, return and income tax factors. Capcost is used to calculate the
depreciation, return on capital and income taxes required to reimburse SWBT for
its investment in the placement of the assets required to provide products,
services. Capcost levelizes capital cost factors over the total life of the

assets,
In his rebuttal testimeony in PUD 97-213 and 97-442, Mr, Conwell testified
that as an independent consultant specializing in telecommunications costing was

engaged by SWEBT to review unbundled network element cost studies and to assist
in cost study related matters. Mr. Conwell's testimony addressed claims by ATET,
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Cox and others that the cost factors and labor rates used in 2WBYT cost studies
cause UNE costs and resulting rates to be too high.

There are four types of cost facrors:

1) Capital cost factors for computing annual depreciation, cost of momey
and income taxes attributable to plant investment.

2) Expense factors for estimating annual operating expenses attributable
to plant.

3) Inveatment factors for computing additional plant construction costa,
which must be included with the costs of vendor materiala, engineering and
installation labor to arrive at the total plant investment.

4) Inflation factors for estimating average inflation in plant
construction costs and operating expenses for the period 1996 to 1398, or the
initial time period expected for UNE rates.

Labor rates are applied to activity times to compute the costs of
activities.

In summary, Mr, Conwell’'s rebuttal demonstrated the following:

Use of prescribed service lives and lower cost of money. SWBT maintains
that its service lives and cost of money used in computing capital cost factors
are correct; therefore, no changes should be made to the capital cost factors.
No changes should be made to support asset expense factors for changes in capital
costs.

Inclusion of non-recurring costa in maintenance expenge factors. If an
adjustment is to be made, the current best percentage estimate of rearrangement
and change expenses (excluding right to use fees) for central offigce and cable
and wire facilities should be used to remove non-recurring costs. Ko adjustment

to non-recurring costs should be made.

Testing axpenses included in maintenance expense factors. Coatrary to
AT&T's recommendation to exclude 20% of testing expenses, no testing expenses
should he eliminated from maintenance expense factors.

Inclusion of salary-related support asset expenses in plant labor rates and
the support asset expense factors. Although it will have a minor =ffect on UNE
costs, the support asset expense factor may be adjusted to exclude salary-related
support asset costs in proportion to the ratio of non-recurring costs ta total
plant specific expenses (excluding RTU fees). No salary-related support asset
expenses should be removed from labor rates.

Istues related to SWBT's building factor. Overall, SWBT maintains that its
building factor development is sound, although an adjustment may be made to
include radic investment in the building factor calculation.

Use of annual cost factor methodology proposed by Cox. SWBT does not
accept Cox witness Dr. Collins methodology that hinges on the assumption of
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